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TENTATIVE CONCLUSIONS AND
RECOMMENDATIONS OF THE
REPORTS BY MANAGEMENT
SPECIAL ADVISORY COMMITTEE
DECEMBER 8,1978

Issued b y the American Institute of Certified Public Accountants
For Comments From Persons Interested in Accounting and Reporting

NOTICE OF REQUEST FOR COMMENTS
The AICPA Special Advisory Committee was formed to consider the recommendations of
the Commission on Auditors' Responsibilities (the Cohen commission) pertaining to reports by
management. The AICPA agreed with the Cohen commission that annual reports to shareholders
should include a statement by management indicating management's responsibilities for the
financial statements. The AICPA therefore charged the committee to consider the types of
disclosures and representations that a management report should contain and the form of such
a report.
The committee requests interested parties, particularly users of financial statements, corporate management, and independent auditors, to consider the issues and recommendations presented in this tentative report. For example, issues relating to management's ability to make the
suggested disclosures and representations, and to the potential usefulness to financial statement
users of those or other disclosures or representations might be considered. The committee would
appreciate written comments or suggestions on those or any other aspects of the tentative report
and the underlying reasons for them.
After considering the comments and suggestions received, the committee will issue a final
report for the information of management, boards of directors, and other AICPA committees
studying issues related to reports by management.
Written comments should be received by March 8, 1979, and should be addressed to—
Ms. Meryl L. Reed
American Institute of CPAs
1211 Avenue of the Americas
New York, New York 10036
File Ref. No. 4267
Copies of written comments will be available for inspection at the AICPA offices in New
York on and after March 22, 1979. This tentative report has been distributed to certain organizations concerned with regulatory, supervisory, or other public disclosure of financial activities and
to persons who have requested copies. It has also been distributed to practice offices of CPA firms,
members of AICPA Council and technical committee chairmen, state society and chapter presidents, directors, and committee chairmen. Copies are available from the AICPA order department.

TENTATIVE CONCLUSIONS AND RECOMMENDATIONS OF THE REPORTS BY
MANAGEMENT SPECIAL ADVISORY COMMITTEE

SUMMARY
The committee recommends that
companies that disseminate annual reports include a report by
management on the financial statements. The primary objective of
the management report is to inform financial statement users of
management's responsibility for
those statements and the various
means by which it is fulfilled.
The management report should
state that management is responsible for all the information in the
annual report, whether audited or
unaudited, and for the internal
consistency of that information.
Also, management should indicate
that its responsibility for the financial statements includes making
judgments and estimates and selecting accounting principles that
are in accordance with generally
accepted accounting principles appropriate in the circumstances.
Because of cost-benefit considerations and other inherent limitations of the effectiveness of internal accounting control, management should make a representation
phrased in terms of reasonable,
rather than absolute, assurance that
the objectives of internal accounting control are met.
The composition and duties of
the audit committee should be described or a cross-reference should
be made to a separate section of
the annual report or to a separate
report of the audit committee
where the description may be
found.
The management report should
describe the role of the independent auditor to render an independent opinion on management's
financial statements. If there has

been a change in auditors, management should indicate whether
the decision to change was recommended or approved by the audit
committee and should offer to furnish upon request a copy of Form
8-K covering the change.
THE PURPOSE OF THE
MANAGEMENT REPORT
The AICPA Reports by Management Special Advisory Committee (the committee) was established to consider the types of
representations and assurances that
should be included in a report on
financial statements by management. The committee included
four financial executives, two attorneys, a banker, a financial analyst, a professor of accounting, a
member of the U.S. General Accounting Office, and a retired vice
president of the New York Stock
Exchange. The committee was
formed in response to the recommendation of the Commission on
Auditors' Responsibilities (Cohen
commission) relating to improved
communication of management's
responsibilities for financial statements.
The Cohen commission believed
that many users of financial statements may not understand the separate responsibilities of independent auditors and corporate managements regarding audited financial statements. It believed that
some users erroneously assume that
financial statements are the representations of auditors rather than
of management. It stated that, "At
present, management is not required to report on the financial
statements although it is respon3

sible for the representations in
them. It is incongruous that the
party responsible for the representations does not have to acknowledge its responsibility and
that the only report on the statements may be the auditor's." 1
The Cohen commission concluded that understanding could
be improved if management would
include in the corporate annual report to shareholders a statement
of its responsibility for the financial statements and related matters.
The committee believes that management's responsibility for the
financial statements is clearly established (see the Appendix). It
therefore concurs with the Cohen
commission's conclusion and recommends that companies that publish annual reports, especially companies whose securities are publicly traded, include a report by
management.
The primary objective of the
management report is to inform
financial statement users of management's responsibility for those
statements and the various means
by which that responsibility is fulfilled. Accordingly, the management report should include information and representations on (1)
the financial statements, (2) internal accounting control, (3) the
audit committee, and (4) the independent auditor.
Management may wish to
cuss additional topics that it
lieves appropriate; however,
management report should be
1

disbethe
rea-

Commission on Auditors' Responsibilities, Report, Conclusions and Recommendations (New York: AICPA, 1977),
p. 76.
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sonably concise and should not
duplicate disclosures appearing
elsewhere in the annual report.
Management should use care to
avoid making representations that
imply a level of disclosure or assurance greater than appropriate
under the circumstances. While the
committee does not recommend a
standard form for the management
report, illustrative examples are included to give general guidance
for the development of each of
management's representations.
The management report should
be included in the financial section
of the annual report but should be
separate from the financial statements. The management report is
broader than a report on financial
statements; its subjects include
other important aspects of management's financial reporting responsibility. Thus, its inclusion in
a note to the financial statements
would be inappropriate.
MANAGEMENT'S RESPONSIBILITY
FOR THE FINANCIAL STATEMENTS

The management report should
state that management is responsible for the financial statements
and all the information in the annual report, whether audited or
unaudited, and for the internal
consistency of that information.
This responsibility includes the
selection of accounting principles
that are in accordance with generally accepted accounting principles appropriate in the circumstances. 2
In the rare instances when the
independent auditor's report is
qualified because of a departure
from generally accepted account2

See paragraph 138 of Accounting Principles Board Statement no. 4, Basic Concepts and Accounting Principles Underlying Financial Statements of Business
Enterprises, for a definition of generally
accepted accounting principles. Paragraph 35 of that statement also discusses
the importance of emphasizing in financial accounting the economic substance
of transactions. Paragraphs 5 and 12 of
Accounting Principles Board Opinion
no. 22, Disclosure of Accounting Policies, discuss the judgment required concerning the appropriateness of acceptable alternative principles in specific
circumstances.

ing principles, management should
discuss the qualification unless it
is explained elsewhere in the annual report.
The process of preparing financial statements requires management to make informed judgments
and estimates because the complexity and uncertainty of economic activity usually does not permit exact measurement of the effects of
incomplete transactions. Some of
the numerous situations that involve judgments and estimates include the collectibility of accounts
receivable, the realization value of
inventory items, the amount of
pension plan liabilities, and the
useful lives of depreciable assets.
The management report should indicate that management makes
those types of judgments. If examples are given of items in the financial statements that require
judgments and estimates, care
should be taken to avoid the implication that the list is all-inclusive.
An illustration of management's
representation concerning financial
statements follows:
Management is responsible for all
the information and representations
contained in the financial statements
and other sections of the annual
report. Management believes that
the financial statements have been
prepared in conformity with generally accepted accounting principles
appropriate in the circumstances to
reflect in all material respects the
substance of events and transactions
that should be included and that the
other information in the annual report is consistent with those statements. In preparing the financial
statements, management makes informed judgments and estimates of
the expected effects of events and
transactions that are currently being
accounted for. [One or more examples may be included if desired.]
INTERNAL ACCOUNTING
CONTROL

Internal accounting control plays
an important role in ensuring the
reliability of the financial statements, and management depends
on it to help fulfill its responsibilities for those statements. Thus,
management's representation with

respect to the company's internal
accounting control is an appropriate subject for a report by management.
The basis for management's representation is its ongoing evaluation of the design and functioning
of the system of internal accounting control. Management's evaluation is influenced by the size and
type of business, the materiality of
assets at risk, the degree of centralization of financial and operating management, internal accounting control weaknesses that have
come to management's attention,
unusual or unexplained variations
in the financial statements, and
cost-benefit considerations.
In making its representation,
management may wish to refer to
criteria being developed by the
AICPA Special Advisory Committee on Internal Accounting Control. 3 The criteria are intended to
provide a bridge between the
broad objectives of internal accounting control and specific control procedures and a framework
to assist management in deciding
whether the objectives have been
met.
Because of cost-benefit considerations and other inherent limitations of the effectiveness of internal
accounting control, management's
representation on internal accounting control should be phrased in
terms of reasonable rather than absolute assurance that the objectives
of internal accounting control are
met. The cost of controls should
not exceed the benefits expected to
be derived. The benefits to be considered are reduction of the risk of
occurrence of, or failure to detect,
errors and irregularities. Neither
the cost nor the risk evaluation is
likely to be precisely quantifiable.
Another reason why management seeks only reasonable assurance is that there are limitations inherent in most internal accounting
control procedures. For example,
management's judgment is required
in making estimates and preparing
financial
statements.
Although
there may be controls over the de3

See the Tentative Report of the Special
Advisory Committee on Internal Accounting Control (New York: AICPA,
1978).
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cision and estimation process, the
controls cannot ensure that the
judgments will b e without bias or
t h a t all relevant factors will b e
considered.
I n addition, the. performance of
control procedures is subject to the
risk of unintentional errors arising
from misunderstanding of instructions, employee carelessness, or
other personal factors. Control procedures d e p e n d e n t on segregation
of duties or authorization for effectiveness m a y b e circumvented
b y collusion or management override.
Following is an example of a discussion of internal accounting control:
In meeting its responsibility for the
reliability of the financial statements,
management depends on the company's system of internal accounting
control. This system is designed to
provide reasonable assurance that
assets are safeguarded and transactions are executed in accordance
with management's authorization
and recorded properly to permit the
preparation of financial statements
in accordance with generally accepted accounting principles. In
designing control procedures, management recognizes that errors or
irregularities may nevertheless occur. Also, estimates and judgmentsare required to assess and balance
the relative cost and expected benefits of the controls. Management
believes that the company's accounting controls provide reasonable assurance that errors or irregularities that could be material to the
financial statements are prevented
or would be detected within a timely
period by employees in the normal
course of performing their assigned
functions.
Internal control is broader than
internal accounting control a n d includes matters that go beyond
those directly related to the functions of the accounting and financial d e p a r t m e n t s and to the financial statements. It includes controls to promote operational efficiency and encourage adherence to
managerial operating policies. At
present, these controls are not as
clearly defined as are internal accounting controls. While its recommendation is limited to internal
accounting control, the committee

recognizes that some managements
may wish to discuss additional aspects of internal control that they
consider relevant to their operations.

with the independent auditors who
have free access to the audit committee or the board, without management present, to discuss internal
accounting control, auditing, and
financial reporting matters.

THE AUDIT COMMITTEE
T h e m a n a g e m e n t report should
include a description of the role
of the audit committee or ,a crossreference to a separate section of
the annual report or to a separate
audit committee report where the
description may b e found. At present, only companies having securities listed on the N e w York Stock
Exchange are required to have an
audit committee. In the absence of
an audit committee, the board of
directors may perform the duties
typically delegated to audit committees. T h e m a n a g e m e n t of those
companies should describe that
board involvement.
T h e objective of the discussion
is to explain the review and oversight role of the audit committee
in evaluating management's performance of its financial reporting
responsibility. The composition of
the audit committee should b e discussed, including comment about
whether the members are outside
directors. T h e duties assigned to
the audit committee by the board
should also b e described. These
duties usually include audit committee meetings with management,
internal auditors, and i n d e p e n d e n t
auditors to discuss internal accounting control, auditing, and financial
reporting matters. T h e report could
also mention the auditor's degree
of access to the audit committee
and the extent of the audit committee's responsibility for, or involvement in, engaging the indep e n d e n t auditors. Following is an
example of a discussion of this
topic:
The board of directors pursues its
oversight role for these financial
statements through the audit committte, which is composed solely
of directors who are not officers or
employees of the company. The
audit committee meets with management and internal auditors periodically to review the work of each
and to monitor the discharge by
each of its responsibilities. The audit
committee also meets periodically

ROLE OF THE INDEPENDENT
AUDITOR
T h e objective of management's
discussion of its relationship w i t h
the i n d e p e n d e n t auditor is to clarify the role of the i n d e p e n d e n t
auditor. T h a t role is to render an ind e p e n d e n t professional opinion on
management's financial statements.
Following is an example of a description of that role:
The independent auditors are engaged to express an opinion on our
financial statements. Their opinion
is based on procedures believed by
them to be sufficient to provide reasonable assurance that the financial
statements are not materially misleading and do not contain material errors.
Typically, the relationship b e tween m a n a g e m e n t and i n d e p e n dent auditors is a continuing one.
However, w h e n there has b e e n a
change in auditors, readers of the
annual report may question w h y
the change was made. T h e m a n agement report should indicate
w h e t h e r the decision to c h a n g e was
r e c o m m e n d e d or approved by the
audit committee or the b o a r d of
directors. I n addition, the report
should contain an offer to furnish
upon request a copy of the F o r m
8-K covering the change if one has
been filed with the SEC.

OTHER CONSIDERATIONS
I n developing the content a n d
language of its report, m a n a g e m e n t
may wish to consult with legal
counsel, the company's i n d e p e n d e n t auditors, or other appropriate
experts.
T h e recommendations contained
here are not intended to b e allinclusive, a n d m a n a g e m e n t m a y
wish to discuss other matters it b e lieves appropriate. W h a t e v e r t h e
scope of disclosures and representations, all communications in the
m a n a g e m e n t report should b e m a d e
in a clear a n d objective m a n n e r .
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APPENDIX

MANAGEMENT'S FINANCIAL REPORTING RESPONSIBILITY
Management is responsible for
providing financial information that
is useful for making economic decisions and for evaluating management's effectiveness in fulfilling its
stewardship and related managerial responsibilities. Thus, in addition to providing financial information, management is responsible
for adopting sound accounting policies, for establishing and maintaining an effective accounting system, for the safeguarding of assets,
and for other internal accounting
controls.
The transactions and events that
should be reflected in the records
and in the financial statements are
matters within the direct knowledge and control of management.
Thus, management, and not the
auditor, should take primary responsibility for the representations
about the entity's financial status
and performance and for seeing
that financial status and performance are reported properly. Management may obtain advice about

the form or content of the financial
statements from the independent
auditor. The independent auditor
may aid in drafting them in whole
or in part, based on management's
financial records. However, the financial statements are management's representations. The independent auditor is responsible for
the examination of financial statements in accordance with generally
accepted auditing standards and
for the resulting opinion on those
statements.
This division of responsibility
has long been recognized by regulatory and legislative bodies as well
as the accounting profession. In
1939 the AICPA Committee on Auditing Procedure stated that,
"It should be borne in mind that
the financial statements, with all
supplemental descriptive and explanatory data, including footnotes, are
regarded as representations of the
client. It is upon all these representations that the independent cer-

tified public accountant renders his
opinion." 1
The SEC stated in 1947 that "The
fundamental and primary responsibility for the accuracy of information . . . disseminated among the
investors rests upon management.
Management does not discharge its
obligations in this respect by the
employment of independent public
accountants. . . ." 2
The report by management recommended by the committee does
not represent a change in management's responsibilities regarding the financial statements or in
the relationship between management and the independent auditor.
Rather, it represents management's
affirmation of its existing responsibilities.
1

Statement on Auditing Procedure no.
1, Extensions of Auditing Procedure
(New York: AICPA, 1939), p. 10.
2
"In the Matter of Interstate Hosiery
Mills, Inc.," (quoted in SEC Accounting
Series Release no. 62, 1947).

